DEPARTMENT OF THE TREASURY
INTERNAL REVENUE SERVICE
Attn: Mandatory Review, MC 4920 DAL
1100 Commerce 5t.

TAX EXEMPT AND Dallas, TX 75242

GOVERNMENT ENTITIES

DIVISION
Date: JANUARY 12, 2009

‘Number: 200915055
Release Date: 4/10/2009

LEGEND UIL:501.07-01
ORG = Organization name ®X = Date Bddress = address
ORG Employer ldentification Number:
ADRESS Person to Contact/ID Number:
Contact Numbers:
Voice:
Fax:

CERTIFIED MAIL — RETURN RECEIPT REQUESTED
Dear

In a determination letter dated January 19XX, you were held o be exempt from
Federal income tax under section 581{c){ 7) of the Internal Revenue Cods (the
Code).

Based on recent information received, we have determined you have not
operated in accordance with the provisions of section 501(c)(7} of the Code.
Accordingly, your exemption from Federal income tax is revoked effective
January 1, 20XX. This is a final adverse determinaticn letter with regard to your
status under section 501{c)X7) of the Code.

We previously provided you a report of examination expiaining why we believe
revocation of your exempt status is necessary. At that time, we infarmed you of
your right to contact the Taxpayer Advocate, as well as your appeal rights. On
August 22, 20XX, you signed Form 6018-A, Consent to Proposed Action,
agreeing to the revocation of your exempt status under section 501{c} 7} of the
Code.

You have filed taxakle returns on Form(s) 1120, US Corporation Income Tax Return, for
the year(s} ended December 31, 20XX, December 31, 20XX, and December 31, 200X
with us. For future periods, you are required to file Form 1120 with the appropriate
service center indicated in the instructions for the return.

You have the right to contact the Office of the Taxpayer Advocate. Taxpayer
Advocate assistance is not a substitute for established IRS procedures, such as




the formal Appeals process. The Taxpayer Advocate cannot reverse a legally
correct tax determination, or extend the time fixed by law that you have to file a
petition in a United States court. The Taxpayer Advocate can, however, see that
a tax matter that may not have been resolvad through normal channels gets
prompt and proper handling. You may call toll-free and ask for Taxpayer
Advocate Assistance. If you prefer, you may contact your local Taxpayer
Advocate at:

If you have any questions, please contact the person whose name and telephone
number are shown at the beginning of this letter.

Sincerely,

Vicki L. Hansen
Acting Director, EO Examinaticns
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LEGEND
ORG = Organirzation name XX = Date City = city KTZ2 = 5tate
webesite = website picnic = picnic motto = motto -1 & Co-2 = 1%

& 2™ SOMPANIES
ISSUES:

ISSUE 1. Whether the ORG is still qualified to be exempt under Section 501{c)(7?) of the Internal Revenue
Code({IRCY?

ISSUE 2: Whether the revocation of the crganization's taxexerﬁpt status should be applhied retroactively to
tax year beginning January 1, 20XX7

FACTS:

ORG, Inc (abbreviated ORG) is an exempt organization located in City, XYZ. The organization's main
activities are to “operste a recrsational club which promotes the safety, skill and enjoyment of sport
parachuting™. Although the organization was granted exempt status in XY¥Z, the location of the exempt
activity is at CO-1 in City, XYZ at an airfield owned by the City of City. The ¢rganization was granted its
exermnpt status in January 19XX as an exsmpt organization undsr section 501 (¢}{7} of the Internal
Fevenue Code. The lefter of exemption explained that a “section 50 {c) {7) iz permitted to recaive up to
35 percent of its gross receipts, including investment income, from sources outside of its membership
without losing its tax exempt status”. The letter further explained that *If your grganization's character,
method of operation, or purposes change, please let us know 50 we ¢an consider the effect of the change
©n your crganization’s exampt status”™.

The organization operated as an organization under the name of CO-2, with a website named websits,
This website solicited individuals to purchase Tandem Jumps packages, Static Line classes, and Student
Freefall jumps. The website also explained their activity as follows: “we have bean in operalion as ORG
since the eary 19XX's. Wa recently changed our grganization's name to CQO-2 to better reflect our
regicnal identity”. In addition to the packages available for purchase, the website aiso discussed the
annual "Picnic” held over the Fourth of July weekend. This income has been a source of incoma far tax
years 20X through 20XX. For tax year ending December 31, 20XX, a review of the sources of income
was not performead since the organization has filed an extension to file the Form 990

In addition to the website, the organization advertised in the local phone book by referencing the website
of wabsite.

The organization had 38 members in tax year 20XX, with esach member paying yearly dues of $% per year.
in addition to the yearly dues, the mambsers pay for jumps done with other individuals based on the
number of participants and the altitude of the jump. The organization's source of income for its members
in tax year 20xXX per the bocks and records was 33 for dues and $$ for member jumps. The remaining
income from the organization was $3 from nen-members and $% from investmants.

LANY:

Section 501 (c) {7} of the Code (IRC) dafines an exempt organization under this section as one that is
groanized for the pleasure, recreation, and other nonprofit purpases, for its members.

Section 1.501(c}7}-1 of the Income Tax Regulations provides thal, in general, the examption extends to
social and recrsation clubs which are supported by membership fees, dues, and assezsments. However,
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a club which engages in business, such as making its social and recreational facilittes available fo the
general public, is nct organized and oparated exclusively for pleasure, recreation, and other nonprofitable
purposes, and is not exermnpt under section S01{a).

Revenue Procedure 71-17 as amended by Publle Law 94-588 provides certain gross receipts safe
harbors; i.e. Social Clubs may receive up to 35% of their total gross receipts, including investment
income, from scurces outside of their membership without jeopardizing their tax-exempt status. ¥Within
this 35% limit, no more than 15% of a club's gross receipts may be derived from nonmember use of
the club's facilities and/or services. If these standards ars exceeded, a Sccial Club will not qualify for
exemption pursuant to IRC section 501{c)(7).

Under Revenue Ruling 68-638, 1968-2, the court ruled that a country club organized for the promotion
and enjoyment of golf and cther sports for its members was not exempt under Section 501 (c X7} of the
Cede. The club engaged in golf tournements that attracted large numbers of spectators.  During the
taurmaments, the club received substantial receipts from admission fees, broadcasting rights, parking
fees, and food and beverags concassions. The net income raceivad from the tourmaments was used for
capital improvemnents and club operating expenses. The Revenus ruling explained that this country club
was not exempt for two reasons: {1} “it is engaged in business with the general public by hosting an
annual goif tournament to which the public is admitted for a charge, and (2) income from the tournaments
i5 inuring o the bengfit of the members in the form of improved faciliies and increased services”

GOVERNMENT'S POSITION

A review of the income reported in tax year 20XX showsed the crganization had the following income:

Form 990 As ad|usted for
ag filed by organization non-member intome
Type of Revenue 12031 204X 124317205 X
Member dues and assessments
Member dues
Member jumps

Total member income

Mon-member income {as classified by Examiner)
Boogie Income
Club Store
Credit Cards
Cemos
Gift Certificates
Non-member jumps
MNon-member services
Observer Rides
Paypal transfers
Static Line Class:
Static line class-deposit
Static lins class-Other
Student jumps {not college students, student jumper)
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Tandem mottos;
Tandem deposit
Tandem Mottas-Other
Video WW/iStills
Misc. Income
Un-Used deposits
Total non-member inCome:

Total income from org. without investments:

Total member income:
Total non-member income:

Percentage of non-member income
$5/%

Percentage of member incoms
$%

A review of the revenue for the prlor year, December 31, 20XX, the current year belng examlined,
atong with the subsequent year, 20XX, showed the following revenue received by QRG for
memberg and non-members:

EXAMINED
YEAR
12131720 %X 12131720XX 12131/ 20X 12f31720%X
Program service revanus {meambesr
dues)
Non-member revenue
Total revenue

Member percentage
Non-member percentage

Exrceeds 15% non-meamber
revenue? YES YES YES

The safe harbor in Rev Procedure 71-17 as amended by Public Law 94-568, allows ORG to raceiva only
15% of their receipts from members, and a fotal of 35% from investment income. A review of the Gross
receipts received from members and non-member activities for tax years 20XX through 20XX showed the
organization consistently received income that exceeded the allowable 15% from non-members., Since
tha amount received from non-members was greater than 15%, further review of the investment income
raceived by the organization was not required to be calculated.

Issua 1;
Whether the ORG /s st qualified to be sxempt under Seciion 501(c)i7) of the Internaf Revenue Code?
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A review of the income received by ORG indicated more than 15% of the income was from non-members
in tax year 20XX. The organization does not mest the requirements to be exempt undsr Section 501{c){7)
of the Code.

Issue 2:
Whether the revocalion of the organization’s fax-exempt sfalus should be applisd ratroactively to tax year

beginning January 1, 200047?

The profit and loss statements provided for 206X and 20XX show the organization has consistently
exceeded the 15% allowed in income from non-members.  Since the first year under examination is the
year ending Decembar 31, 20XX, it is the Government's position that the exempt status should be
revoked back to January 1, 204X,

TAXPAYER'S POSITION
The pesition of the taxpayer is unknown at this time,
CONCLUSION

Based onh the review of the Income racelved by ORG, the organlzation’s exempt status should be
revoked since its income exceeded the maximum 15% allowed under Section 501 (¢ {7) of the
Internal Revenue Code. The organizatien will file the annual Form 1120 beginning in the tax year
January 1, 20XX through Decembar 31, 20XX, and in all future tax years. The exempt organizatlon
wil submit Forms 1120 for tax years ending December 31, 20XX, December 31, 20XX, and
Decoember 31, 20XX to the Revenue Agent.

Per Section 277 of the Intermal Revenus Cods (Code), a non-exempt organization that is a membarship
groanization is allowed a deduction for expenses that relate to the operation of the organization for its
members.  Section 277(a) states that "In the case of a scocial club or other membearship organization
which is operated primarily to furnish services or goods to members, and whish is not exempt from
taxation, deductions for the taxable year attributable to furnishing services, insurance, goods, or other
itams of valug to members shall be allowed only io the extant of income derived during such year from
members or transactions with members (including income derived during such year from institutes and
trade shows which are primarily for the education of members)”.,

When completing the Form 1120 the organization must divide the income and expenses between the
member and non-mamber activities. If there is a loss from the membershlp activity it cannot be used to
offset the income from the non-member activities. A loss on the member activity can be carried forward to
& latar yaar to be taken against mamber income.
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